Order Instituting Rulemaking to Establish Policies and
Rules to Ensure Reliable, Long-Term Supplies of
Natural Gas to California.

Order Instituting Rulemaking to Require California
Natural Gas and Electric Utilities to Preserve Interstate
Pipeline Capacity to California.

In the Matter of the Application of Southern California
Gas Company Regarding Year Six (1999-2000) Under
Its Experimental Gas Cost Incentive Mechanism and
Related Gas Supply Matters. (U 904 G)

In the Matter of the Application of San Diego Gas and
Electric Company (U 902 G) to Modify and Extend
Permanent Gas Procurement Performance-Based
Ratemaking Mechanism.
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Rulemaking 04-01-025
(Filed January 22, 2004)

Rulemaking 02-06-041
(Filed June 27, 2002)

Application 00-06-023
(Filed June 15, 2000)

Application 02-10-040
(Filed October 31, 2002)

COMMENTS OF THE DIVISION OF RATEPAYER ADVOCATES ON
THE PROPOSED DECISION OF ALJ MALCOLM AND PROPOSED
ALTERNATE DECISION OF PRESIDENT PEEVEY

In accordance with Rules 77.2 and 77.6 of the Rules of Practice and Procedure of

the California Public Utilities Commission (“Commission’), the Division of Ratepayer

Advocates (“DRA”) hereby submits its comments on the Proposed Decision (“PD”) of

Administrative Law Judge Kim Malcolm and the Proposed Alternate Decision of

President Peevey (“AltPD”) in the above-captioned proceeding relating to the Winter

2006-07 gas hedging plans of Pacific Gas and Electric Company’s (“PG&E”), Southern

California Gas Company (“SoCalGas”) and San Diego Gas & Electric Company

(“SDG&E”).
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I. THE PROPOSED DECISION APPROPRIATELY RETAINS SOME
REASONABLE LEVEL OF UTILITY ACCOUNTABILITY FOR
THEIR HEDGING PROGRAMS

DRA supports ALJ Malcolm’s PD because it retains some measured level of
corporate accountability for the gas utilities’ respective hedging activities and proposed
winter hedging programs. The PD provides utilities with the option of allocating either
25% or 100% of their hedging costs to their respective incentive mechanisms. By
contrast, the AItPD adopts the utility proposed hedging plans without modification and
allows the utilities to hedge entirely outside of their respective incentive mechanisms.
Thus, the AItPD eliminates any reasonable level of corporate accountability for the
utilities’ respective hedging plans, provides little or no incentive for the utilities to
optimize their hedging decisions or minimize winter hedging costs, and results in
excessive risk exposure for core ratepayers. As such, DRA requests that the Commission
keep the safeguards provided by the PD regarding corporate accountability.

The Alt PD presumes that the existing incentive mechanisms may not be
structured in ways to motivate optimal purchases of hedging instruments on behalf of
core customers. (AltPD, Finding of Fact No. 8) Yet, the AItPD provides no evidence
regarding how the elimination of corporate risk through approval of utility proposed
hedging plans outside an incentive based structure serves to motivate optimal purchases
of hedging instruments on behalf of core customers. DRA is concerned that the utilities
would not be motivated to make optimal purchases of hedging instruments with all
corporate incentive and risk eliminated. ALJ Malcolm’s PD recognizes that the blank
check approval of hedging expenditures outside the incentive mechanism is surely no
elixir to motivate optimal hedging strategies and purchases, and it therefore appropriately
allocates a reasonable level of the hedging exposure to the incentive mechanism in order

to retain some amount of corporate accountability for hedging decisions.

I1. THE APPROVED HEDGING PLANS SHOULD NOT INCLUDE
NON-WINTER MONTHS

The Ordering Paragraphs of the PD and the AItPD establish a cap of $14 per core

customer for hedging purchases made during the 2006/2007 winter season. However,
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neither the PD nor the AItPD define the winter season. The AlItPD approves the utility
hedging plans and appears to assume that the hedging programs cover only the winter
season. DRA presented evidence in its confidential brief that is contrary to such
assumption.

In Conclusion of Law (COL) #2 and Ordering Paragraph (OP) #2, the AltPD
approves the hedging plans of PG&E, SDG&E, and SoCalGas as follows:

“The hedging plans of PG&E, SDG&E and SoCalGas should
be approved, and the request to modify Decisions (D.) 05-10-
015, D.04-01-047, D.05-10-043, D.02-06-023 and D.03-07-
037 in the manner requested by the utilities should be granted.
(AltPD COL #2)

and

“The hedging plans of PG&E, SDG&E and SoCalGas, which
are part of their respective petitions and which were filed
under seal, are approved.” (AltPD, OP#2)

This blanket approval of the hedging plans is in conflict with the AItPD’s Conclusion of
Law 3 which states:

“Since the petitions only seek authority for expanded hedging
activities for the 2006-2007 winter, and are not seeking a
permanent change to the incentive mechanisms, today’s
expanded hedging authority and modification of D.05-10-
015, D.04-01-047, D.05-10-043, D.02-06-023 and D.03-07-
037 should be limited to the 2006-2007 winter season only.
(emphasis added)

The AltPD does not discuss treatment of non-winter month hedging within the
context of approving the utility hedging plans. As previously stated, DRA provided
evidence that rebuts the presumption that the proposed hedging programs are merely
limited to hedging for the “winter season.” In order to be consistent with the intent and
discussion within the AItPD and Conclusion of Law #3, DRA recommends that
Conclusion of Law #2 and Ordering Paragraph #2 of the AItPD be modified to clarify
that the utility hedging plans are approved only with respect to the 2006/2007 winter
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months. DRA suggests that the AItPD replace Conclusion of Law #2 with the PD’s
Conclusion of Law #4 which states:

“The utilities should be authorized to account for hedging
activities outside the incentive mechanisms only for
purchases that cover gas costs during winter months.”

Likewise, DRA recommends that Ordering Paragraph #2 of the AItPD should be
clarified as follows:

“The hedging plans of PG&E, SDG&E and SoCalGas which
are part of their respective petitions and which are filed under
seal, are approved, for winter month hedging only.”

These modifications will ensure consistency within the AItPD’s approval of

2006/2007 winter season hedging.

III. SWAPS AND THE $14/CUSTOMER CAP FOR THE WINTER
SEASON

Both the PD and the AItPD state in several places that “[the $14 per customer]
limitation does not include hedging instruments commonly known as swaps.” The PD
offers ratepayers some risk protection and utility accountability for swaps through the
inclusion of 25% hedging risk in the utility incentive mechanism. (PD, Ordering
Paragraph 1.) However, the AItPD embraces the hedging plans as filed, suggesting that
utilities may engage in swaps that can result in costs and ratepayer exposure well beyond
the $14 per customer limitation. The AltPD places no caps on losses due to swaps.
Merely because swaps do not entail any significant up-front costs, it does not mean that
swaps provide a free ride. In fact, swaps can be viewed consistent with fixed-price
contracts and can expose ratepayers to significant risk. As described in DRA’s May 26,
2006 Response to PG&E’s Petition, swaps can result in significant exposure and losses
for core ratepayers. The AltPD fails to discuss or identify these risks and the possible

additional impact on rates over and above the $14/customer limitation.
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DRA assumes that the AltPD intended to provide core ratepayers with a risk
limitation, as implied by the approval of the lower of the amount requested in their
respective hedging plans or up $14 per customer for the 2006/2007 winter season. Yet,
by excluding swaps from the limitation, ratepayers are left exposed to risk that can be
well in excess of the $14/customer that the AItPD seeks to authorize for hedging
purposes. It appears that the AItPD violates its own implied intent of limiting ratepayer
losses.

One utility, within its filed hedge plan, identified a finite ratepayer exposure or cap
on swap losses. On the other hand, the other utilities proposed no ratepayer cap on swap
limit losses in their plans, as filed. In order for ratepayers to be protected through a cap
on hedging costs, DRA recommends that the AItPD be modified to include swaps within

the $14 per customer hedge cost.

IV. CONCLUSION
DRA recommends that ALJ Malcolm’s PD be adopted as it seeks to equitably

protect both utilities and core ratepayers through the 75%/25% (ratepayer/shareholder)
sharing of hedging related risk. In the event the Commission is inclined to adopt the
AltPD, it should be modified to either exclude swaps from the approved utility hedging
plans or include them within the authorized $14 per customer hedge cost limitation. In
1/

11

/1
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this manner, ratepayers can be assured a limit on their hedge-related risk exposure. The
AltPD should also be modified to approve the utility hedging programs only to the extent
that hedging instruments are related to months within the 2006-2007 winter season.

Respectfully submitted,

/s/ RASHID RASHID

RASHID RASHID
Staff Counsel

Attorney for the Office of Ratepayer
Advocates

California Public Utilities Commission
505 Van Ness Ave.
San Francisco, CA 94102
Phone: (415) 703-2705
August 7, 2006 Fax: (415) 703-2262
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CERTIFICATE OF SERVICE

I hereby certify that I have this day served a copy of COMMENTS OF THE
DIVISION OF RATEPAYER ADVOCATES ON THE PROPOSED DECISION OF
ALJ MALCOLM AND PROPOSED ALTERNATE DECISION OF PRESIDENT
PEEVEY in R.04-01-025, R.02-06-041, A.00-06-023 and A.02-10-040 by using the
following service:

[ X ] E-Mail Service: sending the entire document as an attachment to all known
parties of record who provided electronic mail addresses.

[ ] U.S. Mail Service: mailing by first-class mail with postage prepaid to all
known parties of record who did not provide electronic mail addresses.

Executed on August 7, 2006 at San Francisco, California.

/s/ CHARLENE D. LUNDY

Charlene D. Lundy

NOTICE

Parties should notify the Process Office, Public Utilities
Commission, 505 Van Ness Avenue, Room 2000, San Francisco,
CA 94102, of any change of address and/or e-mail address to
insure that they continue to receive documents. You must indicate
the proceeding number on the service list on which your name
appears.
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